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FINANCIAL ANALYSIS 
 

A. Financial Analysis  
 
1. Banking sector background. Sri Lanka’s financial system comprises the banking sector 
(e.g., central and licensed commercial banks), which accounts for 68.7% of total finance sector 
assets; other deposit-taking financial institutions (e.g., licensed finance companies and thrift 
institutions) (8.1%); specialized financial institutions (e.g., leasing companies and primary 
dealers) (3.4%), and contractual saving institutions (e.g., insurance companies and a provident 
fund) (19.8%). In the banking subsector, as of the end of 2016, there were 25 licensed commercial 
banks and seven licensed specialized banks. There were also seven branches of foreign banks. 
Six licensed commercial banks are systemically important banks: two of them state banks (Bank 
of Ceylon and People’s Bank) and four private banks (Commercial Bank of Ceylon, Hatton 
National Bank, Sampath Bank, and Seylan Bank). An analysis of the banking sector and an initial 
list of 10 potential participating financial institutions (PFIs) in terms of capital adequacy, asset 
quality, earning, liquidity, and sensitivity to market risk have been provided in this analysis. 
 
2. Finance sector consolidation plan.1 Sri Lanka’s long-term economic development plan 
requires a stronger and more dynamic banking sector to efficiently mobilize financial resources. 
During 2014–2015, the Central Bank of Sri Lanka (CBSL) began to improve the banking 
subsector’s performance by promoting consolidation amongst the country’s larger banks and 
smaller nonbanking financial institutions through strategic mergers and acquisitions. This should 
produce bigger and stronger financial institutions, with greater economies of scale and improved 
product offerings. Larger banks could help deleverage systemic risks from smaller and weaker 
nonbanking financial institutions which do not have stable deposits. An expanded global presence 
of these larger banks could also help them access cheaper offshore funds and increase business 
volume overseas. Finally, the banking sector consolidation should also better help Sri Lanka’s 
banking sector to meet the new Basel III compliance requirements including capital requirement 
(e.g., regular and additional buffers),2 liquidity buffer, and leverage ratio. This banking sector 
consolidation plan is expected to be a long-term economic policy of the country. 
 
3. Capital adequacy. The banking sector maintained its total capital adequacy ratio at 
14.40% in 2016, compared to 15.40% in 2015, which was still above the regulatory requirement 
of 11.25% for banks with total assets of less than SLRs500 billion and 11.75% for banks with total 
assets of more than SLRs500 billion imposed by the CBSL on 1 July 2017 in compliance with the 
Basel III implementation requirement. Total risk weighted assets increased from SLRs4,291 billion 
to SLRs5,062 billion during the same period. 
 
4. Asset quality. During 2015–2016, total banking sector assets grew by SLRs969 billion, 
an increase of 12%. This was primarily attributed to the credit growth from loans and advances in 
the amount of SLRs825 billion, which accounts for 85.1% of the total banking sector assets of 
SLRs969 billion (in 2016). At the end of 2016, banking sector credit exposures included 
construction (18% of total sector assets), traders (14%), manufacturing (11%), and agriculture 
and fishing (9%), among others. Despite the credit growth, banking sector asset quality remained 
adequate in 2016 as a result of aggressive credit recovery efforts. Gross nonperforming loans 
improved from SLRs153.0 billion in 2015 to SLRs142.0 billion in 2016, while the total loan loss 

                                                
 
1  Available: http://www.cbsl.gov.lk/htm/english/_arc/consolidation.htm. 
2  Regulatory buffer required by Basel III guidelines to be increased from 10.000% to 10.625% as of 31 December 2016 

and from 10.625% to 11.750% as of 1 July 2017. 

http://www.adb.org/Documents/RRPs/?id=50373-002-3
http://www.cbsl.gov.lk/htm/english/_arc/consolidation.htm
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provisions (general provision and specific provision) increased from SLRs62.3 billion to SLRs70.0 
billion. The net nonperforming loan ratio improved from 1.6% in 2015 to 1.2% in 2016. 
 
5. Earning. During 2015–2016 the banking sector had moderate growth. Seventy new 
banking outlets (out of a total of 6,659 banking outlets) were opened and 366 new ATMs were 
installed (out of a total of 3,843 ATMs). Net interest income of the banking sector increased by 
14.4%, from SLRs265.8 billion to SLRs304.1 billion, but at a slower rate than during 2014–2015. 
This was a result of improved interest income over interest expenses during the year. Non-interest 
income, including from foreign exchange income, also increased by 5.5% during the same period. 
Return on assets increased only marginally, from 1.3% in 2015 to 1.4% in 2016, while return on 
equity increased from 16.2% to 17.3%. Net interest margin remained stable during 2015–2016 at 
3.6%. 
 
6. Liquidity. Despite the increased lending volume, Sri Lanka’s banking sector maintained 
its liquidity level above the statutory requirement. The statutory liquid assets ratio for the domestic 
bank sector was 30% in 2016, versus the minimum statutory requirement of 20%. However, 
during 2015–2016, because of fiscal constraints and monetary tightening, the statutory liquid 
assets ratio decreased by 3.9 percentage points, from 33.9% to 30.0%, in the banking sector. In 
addition, (i) liquid assets to total assets; and (ii) liquid assets to total deposits also decreased by 
2.8% and 5.8% respective during the same period. The loan–deposit ratio increased across many 
licensed commercial banks, pointing to a tightening liquidity condition in the market. The 
tightening liquidity is also reflected in the general rise of key commercial bank rates (figure). 
 

 
 
7. Sensitivity to market risks. PFIs primarily face three types of market risk. First, gold 
pawning has strong cultural antecedents and is widespread. Gold-collateralized pawning loans 
expose banks to gold price fluctuations. In 2013, many banks faced a spike in nonperforming 
loans as gold prices fell and borrowers forfeited their collateral. The risk of future gold price 
exposure is moderated because many banks, having learned from recent experience, have 
tightened their gold lending policies and because the CBSL introduced a partial guarantee 
scheme for gold loans. Second, banks face foreign exchange rate risk. The two large state-owned 
banks have significant foreign currency loan exposure to state-owned enterprises such as the 
Ceylon Petroleum Corporation and Sri Lankan Air. Commercial Bank also makes foreign currency 
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Figure 1: Commercial Bank Rates
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loans to support its clients’ international operations. Yet, these risks are mitigated by (i) foreign 
currency liabilities, which reduce the net open positions; and (ii) the relatively small volume as 
compared with the PFIs’ capital, as most PFIs have less than 15% of total loans in foreign 
currencies. Third, banks face interest rate risk. Such risk is moderate in Sri Lanka because most 
loan contracts give the lender the right to reset interest rates annually. Moreover, deposits 
dominate PFI liabilities, and the PFIs have the flexibility to adjust both asset and liability rates to 
close any interest rate mismatches.  
 
8. A summarized financial information on the banking system and ten proposed PFIs is 
provided in Table 2 on page 5.  
 
B. Risk Management 
 
9. Integrated risk management framework. The CBSL issued Direction No. 7 of 2011 
along with guidelines for the integrated risk management framework as a set of minimum guiding 
principles and standards for licensed banks. This is in addition to the risk management principles 
and rules required in regulatory and supervisory procedures and other market practices for risk 
management by banks. The guidelines broadly cover the management of credit, market, 
operations, liquidity and interest rate risks, stress testing, and disclosure requirements for the 
framework, based on standard market practices.  
 
10. Stress testing. Licensed commercial banks and licensed specialized banks are required 
to conduct stress tests based on CBSL guidelines and make corresponding disclosures in their 
annual reports.3 Stress tests are intended to provide forward-looking risk assessments, develop 
risk mitigation or contingency plans under various stress conditions, improve capital and liquidity 
planning processes, and help the banks understand their risk tolerance level. According to the 
latest International Monetary Fund (IMF) Financial Sector Assessment Program conducted in 
2013, most banks are well-placed to deal with severe liquidity stress, given relatively large 
holdings of short-term government securities.4 Market risk is also broadly contained, except for 
one bank exposed to repricing risk on its large government debt holdings. A very severe credit 
shock could raise nonperforming loans to around 23%, and would leave seven of the 12 largest 
banks undercapitalized, requiring about 0.5% of gross domestic product in fresh capital. Credit 
concentration risk is also a concern for some banks, although this is mitigated by government 
loan guarantees. IMF staff recommended the authorities develop a program of annual stress tests 
for systemically important banks, raise capital buffers in those banks found to be vulnerable, and 
increase general and special mention loan loss provisioning. Currently, there might be challenges 
for some banks to meet the new capital adequacy requirements under the Basel III guidelines.  
 
C. Subproject Financial Analysis  
 
11. Assumptions and results. There are three business models for rooftop solar power 
generation in Sri Lanka: net metering, net accounting, and net plus. The project was assumed to 
produce aggregate output in the form of 50 megawatts of rooftop solar photovoltaic systems 
through the three business models. The financial viability of the project has been conducted with 
the following assumptions, and results are summarized in Table 1.  

                                                
 
3  CBSL. 2014. Guidelines on Stress Testing of Licensed Commercial Banks and Licensed Specialised Banks. 

Colombo. Available: http://www.cbsl.gov.lk/pics_n_docs/09_lr/_docs/directions/bsd/BSD_2014/bsd_Guidelines_Str 
ess_testing_LCBs_LSBs.pdf 

4  International Monetary Fund. 2013. 2013 Article IV Consultation and Proposal for Post-Program Monitoring. 
Washington, DC. Available: https://www.imf.org/external/pubs/ft/scr/2013/cr13120.pdf. 

http://www.cbsl.gov.lk/pics_n_docs/09_lr/_docs/directions/bsd/BSD_2014/bsd_Guidelines_Str%20ess_testing_LCBs_LSBs.pdf
http://www.cbsl.gov.lk/pics_n_docs/09_lr/_docs/directions/bsd/BSD_2014/bsd_Guidelines_Str%20ess_testing_LCBs_LSBs.pdf
https://www.imf.org/external/pubs/ft/scr/2013/cr13120.pdf
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12. Financial benefits of the three business models. The financial analysis was conducted 
for three hypothetical case studies: (i) a 5-kilowatt peak (kWp) net metered system for a customer 
with monthly usage of 600 kilowatt-hours; (ii) a 7-kWp net accounting system for a customer with 
monthly use of 400 kilowatt-hours and exporting 51% of annual generation; and (iii) a 70-kWp net 
plus system for a small or medium-sized industrial or commercial customer, where the monthly 
electricity usage is not included because the solar power generation is not related to the electricity 
consumption under the net plus model. The critical assumptions are as follows: It is assumed that 
the rooftop solar photovoltaic systems are funded by debt–equity ratios of 90:10 for net metering 
and net accounting models and 80:20 for the net plus model. The subprojects have a lifetime of 
20 years with the inverters requiring to be replaced after 10 years of operation. An average 
capacity factor of 16% throughout the lifetime was assumed, based on results of simulations 
conducted during the technical due diligence, using the System Advisory Model of the National 
Renewable Energy Laboratory (USA). Capital costs include the cost of equipment, installation, 
warranty, and after-sales services. The operation and maintenance costs include the cost of bi-
annual cleaning of solar photovoltaic panels and replacement of the inverter in the 11th year of 
operations. All components, except the inverter, are expected to last for 20 years, and 
replacements are to be covered by the warranty. Other assumptions are provided in Table 1. 
Based on the sensitivity analysis calculations, all three schemes are financially viable. 
 

Table 1: Financial Viability of the Three Main Business Models 
 

  Net Metering Net Accounting Net Plus 

Assumptions 

System capacity (kWp)  5 7 70 
Total system cost (SLRs million)  1.13 1.58 11.67 
Operating cost (SLRs/month)  4,000 4,000 8,000 
Debt–equity ratio  90:10 90:10 80:20 
Loan amount (SLRs million)  1.02 1.42 9.34 
Loan tenor (years)  7 7 7 
Grace period (years)  0 0 0 
Interest rate (%)  10 10 12 
Monthly consumption (kWh)  400 300  
Existing grid tariff (SLRs/kWh)  45.0a 45.0a  
Capacity factor (%)  16 16 16 

Results 

Equity IRR (%, assuming no tax) 
At 15% interest 
At 12% interest 
At 10% interest 

  
14.5 
17.4 
19.8 

 
12.6 
15.8 
18.5 

 
21.8 
23.2 
24.3 

FIRR (%, assuming no tax) 
At 15% interest 
At 12% interest 
At 10% interest 

  
17.4 
17.4 
17.4 

 
16.2 
16.2 
16.2 

 
15.2 
15.2 
15.2 

Payback period (years) 
At 15% interest 
At 12% interest 
At 10% interest 

  
11.63 
9.25 
8.77 

 
12.16 
11.27 
8.86 

 
7.89 
7.76 
7.67 

WACC (%) 
At 15% interest 
At 12% interest 
At 10% interest 

  
15.3 
12.6 
10.8 

 
15.3 
12.6 
10.8 

 
15.6 
13.2 
11.6 

FIRR = financial internal rate of return, FNPV = financial net present value, IRR = internal rate of return, kWh = 
kilowatt-hour, kWp = kilowatt peak, WACC = weighted average cost of capital. 
a  Residential household tariff rates are for illustrative purposes only. For industrial, commercial, and institutional 

customers, the tariff rates are different.  
Source: Asian Development Bank estimates. 
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Table 2: Summary Financial Information on Potential Participating Financial Institutions, FY2016 
 (USD million) 

 

Item 
Banking 
Systemb BOC PB 

Com-
bank Hatton 

Sam-
path Seylan NDB NTB 

DFCC 
Bank RDB 

Bank type  LCB LCB LCB LCB LCB LCB LCB LCB LSB LSB 

Ownership  Public Public Private Private Private Private Public Private Private Public 

Local ratinga  AA+ AA+ AA AA– A+ A- A+ A AA– A-d 

Int’l ratinga  B+ … … … …  … … B+ … 

Outlooka n/a Stable Stable Stable Stable 
Negativ

e 
Stable Stable Stable 

Negativ
e 

Stable 

Total assets 52,927 11,564 9,731 6,878 6,073 4,582 2,413 2,295 1,423 1,962 855 

Total equity 3,929 696 574 538 635 335 203 209 117 317 39 

Net profit 705 160 123 99 107 65 28 19 20 24 4 

ROA (%) 1.4 1.4 1.3 1.5 1.9 1.6 1.2 0.9 1.5 1.3 1.8 

ROE (%) 17.3 22.7 22.8 20.0 19.1 22.1 14.9 9.4 18.0 7.9 11.0 

Net int. margin (%) 3.6 3.6 4.1 3.6 4.9 4.1 4.2 2.8 5.2 3.4 … 

Total CAR (%) 14.4 12.5 13.0 16.0 15.4 12.9 13.3 15.3 15.8 17.5 … 

SLAR (domestic) (%) 30.0 21.6 21.7 28.3c 24.2 21.8 … … 21.7 27.2 21.3 

Net NPL (%) 1.2 2.9 1.9 2.2 1.8 1.6 … … … … … 

NPL coverage (%) … … 110.1 … … … … … … … … 

LCR (%) 199.2 … … … … … … … … … … 

BOC = Bank of Ceylon, CAR = capital adequacy ratio, int. = interest, LCB = licensed commercialized bank, LCR = liquidity coverage ratio, LSB = licensed specialized 
bank, NDB = National Development Bank, NPL = nonperforming loan, NSB = National Savings Bank, NTB = Nation’s Trust Bank, PB = People’s Bank, RDB = 
Regional Development Bank, ROA = return on assets, ROE = return on equity, SLAR = statutory liquidity coverage ratio. 
a  All rating information is provided by Fitch, based on the data available in June 2017. 
b  All data are based on FY2016 (year ending 31 December), unless otherwise stated. 
c  First 9 months of 2016. 
d  Based on ICRA Rating June 2016. 

Sources: SNL Financial Database and respective annual reports.  

 
 


